We contribute to the question of why some countries are more attractive for foreign direct investment (FDI) than others. Therefore, we construct a composite measure that describes a host country's attractiveness for receiving FDI. This index considers all identified major, measurable and, for our scope, comparable aspects that affect FDI decisions. As a result, we can rank 127 countries with respect to their FDI attraction. The index provides the possibility of conducting detailed strength and weakness analyses for all of our sample countries and regions. These analyses provide support to policy-makers to improve their country's attraction for receiving inward FDI. They also enhance the discussion of why FDI flows still remain concentrated in advanced economies, and additionally, about the areas in which emerging and developing economies have to improve in order to narrow the existing gap. We provide correlation and sensitivity analyses to test the quality of our composite measure. Additionally, we benchmark our index with several alternative indices. Thereby, we show that no other index better tracks actual FDI activity.
Introduction
The United Nations Conference on Trade and Development (UNCTAD, 2008a) identifies that Foreign Direct Investment (FDI) flows have risen steadily over recent decades, with various declines occurring in the early 1980s, 1990s and 2000s. This trend was partly driven by increasing corporate profits worldwide and resulting higher stock prices, which raised the value of cross-border mergers and acquisitions in all regions of the world. The OECD (Organisation for Economic Co-operation and Development) found in 2008 that FDI is a key element in the quickly evolving international economic integration. In 2007 global FDI reached a new record high with inflows of $1,833 billion. According to UNCTAD (2008b) , this surpasses the previous record by some $400 billion. OECD (2008) emphasizes that the growth in FDI flows reflect both an increase in size and number of individual FDI transactions. Although the share of developing countries has increased, developed countries still comprised about three quarters of the world's inward FDI stocks as described by UNCTAD (2008b) . UNCTAD (2006) confirms that FDI flows still remain very concentrated but demonstrates that the concentration of FDI flows between certain countries is considerably lower than in the 1980s, when only a small number of countries received FDI, and the 1990s, when large-scale mergers and acquisitions distorted the FDI distribution. Taking all these factors into account, FDI plays a significant role in the development of international trade, and it tends to establish direct, stable and long-lasting links between economies. OECD (2008) discusses that FDI can serve as an important vehicle for local enterprise development and, in addition, it can strengthen the competitiveness of both the recipient ("host") and the investing ("home") economy.
The decision-making process of a foreign investor is very complex and has been broadly discussed in literature. Many factors have been identified by researchers that, depending on the industrial sector and regional differences, are meant to influence FDI flows around the globe. In addition, a number of indices exist that measure a country's potential in attracting inward FDI by taking different combinations of determining factors into account. Some of these indices target policy-makers to enable comparisons of the investment environment of countries and to support policy analyses. The question behind these analyses is how policy-makers can induce changes in order to increase the country's attraction for inward FDI. Unfortunately, the quality of these indices remains unclear.
The paper starts with a literature overview of significant determinants of FDI decisions. In a subsequent section, we introduce the data and our sample countries. This is followed by a description of the construction technique of our index. We present the results and discuss the detected general differences between emerging and developed economies. Then, we confirm the quality of Our FDI Index by correlating the index scores with the actual FDI activity in the particular countries and by benchmarking it with other indices. Finally, we summarize and conclude.
Related Literature
It is probably related to the poor availability of cross sectional country data in the past that there are not many contributions focusing on the constructions of a composite measure similar to ours. Two notable exceptions are UNCTAD's Investment Compass 1 and UNCTAD's Inward FDI Potential Index.
2 The investment compass comprises 60 different indicators based on international statistics, and surveys conducted by UNCTAD. The Inward FDI Potential Index captures 12 variables. We will return later to these two indices and benchmark Our FDI Index against them. The only paper that deals with a similar topic is Pantelidis and Nikolopoulos (2008) . They calculate a FDI attractiveness index for the European countries, and use 31 different indicators grouped into seven major categories. However, they focus on Greece, and draw their conclusions for improving the investment conditions there.
While there is not much literature on similar composite measures, the contributions on FDI determinants themselves are exhaustive, and largely beyond the scope of this paper. Comprehensive literature overviews can be found, e.g., in Blonigen (2005) , Chakrabarti (2001) , Lim (2001) , Markusen (2000) , Moosa and Cardak (2006) , Franco et al. (2008) , Clausing and Dorobantu (2005) , and Singh and Jun (1995) . A large body of papers examines how external factors affect firm-level decisions. Another body of literature focuses on fundamental countrylevel factors and how they affect aggregate country-level FDI activity. The latter strand represents our perspective. For our composite measure, we need to determine the included factors for assessing FDI country attractiveness. Therefore, we discuss the contributions that detect determinants of a host country for inward FDI. In the following section, we provide an overview of the most important parameters that affect aggregated country-level FDI activity. We group the determinants into four categories: Economic Activity, Legal and Political Environment, Business Environment, and Infrastructure. These categories likewise build the framework of our index. We try to assess the key driving forces with data series available for all of our sample countries.
Literature on the Importance of Economic Activity
Intuitively, the state of a particular country's economy affects FDI activity. Shatz and Venables (2000) find that the market size is very important to determine the foreign markets in which firms invest. They argue that the majority of FDI is horizontal, 3 with the focus on serving customers in the host-country market rather than in the worldwide market. Fung et al. (2002) examine the determinants of FDI from the United States and Japan in China using a regional data set. They find that the absolute level of Gross Domestic Product (GDP) has a significant positive impact on inflows of FDI from all sources. Billington (1999) stresses that, besides a high GDP, the growth of an economy has a positive effect on the inflow of FDI. Wheeler and Mody (1992) argue that rapid industrial growth and an expanding domestic market are especially important for developing countries. Kobrin (1976) tests the hypothesis that a substantial proportion of the variance of flows of manufacturing FDI among host countries can be explained by indicators of market size and potential. He finds that market size is one of the primary determinants of FDI. Nigh (1986) investigates the determinants on United States manufacturing direct investments in Latin America and emphasizes that the host country's market size and market growth affect the direct investment decisions concerning countries in Latin America. Torrisi et al. (2008) find that market size is a critical factor for the Central European transition economies like Hungary, Poland, the Czech Republic and Slovakia. They add that a dynamic economy and appropriate economic growth policies are essential for attracting FDI inflows. A positive effect from market size and/or market growth on FDI inflows is likewise found by Root and Ahmed (1979) , Scaperlanda and Mauer (1969) , Kravis and Lipsey (1982) , Barrell and Pain (1996) , Milner and Pentecost (1996) , Janicki and Wunnava (2004) , Vogiatzoglou (2007) , and Bénassy-Quéré et al. (2007) .
The state of a particular country's economy is not only determined by market size and growth. Addison and Heshmati (2003) find that the openness to trade is a significant determinant, especially for Latin America, and conclude that economies in which trade is important also have relatively higher FDI. They argue that these countries may pursue policies that are more attractive for foreign investors. Asiedu (2002) analyzes the determinants of inward FDI flows for developing countries and concludes that the impact of an economy's openness to FDI depends on the type of investment. She furthermore finds that openness to trade has a positive impact on FDI flows. Janicki and Wunnava (2004) argue that openness to trade is an important determinant and explain that trade and investments complement each other. Likewise, Bevan and Estrin (2004) , who study the determinants of FDI from Western countries to Central and Eastern European countries, conclude that FDI and trade are complementary because countries that have higher trading shares with Western countries also receive significantly more FDI. Nonnenberg and Cardoso de Mendonça (2004) stress that the openness of an economy is a proxy for the willingness of a country to accept FDI and find that it is an important factor in attracting capital. Al Nasser (2007) , Akhter (1993) , and Torrisi et al. (2008) receive similar results and conclude that the openness of an economy enhances FDI. Baniak et al. (2005) explore important factors that determine the flow of FDI into transition countries and show that macroeconomic instability reduces inward FDI. Al Nasser (2007) focuses on 19 Latin American and Asian countries and stresses that, besides the fundamental economic factors such as market size and GDP growth, macroeconomic stability likewise affects the FDI inflow. Schneider and Frey (1985) find that, in addition to the country's level of development measured by real per capita Gross National Product (GNP), the balance of payment is one of the most important economic parameters. They conclude that the higher the per capita income and the lower the balance of payments deficit, the more FDI is attracted.
Literature on the Importance of the Legal and Political System
The legal and political system also affects a country's appeal for FDI investors. Ramcharran (2000) finds that regulatory and country risk factors have an impact on FDI inflows in Central and Eastern Europe. Therefore, he analyzes the implications of reform packages implemented in the 1990s by the CEE countries aiming to develop market oriented economies. He shows that regulatory and risk reduction factors contributed positively to FDI and that an unaccommodating legal environment and country risks are main deterrents of FDI. Baniak et al. (2005) find that legal stability is crucial for stimulating FDI inflows, and increasing transparency regarding the legal framework of a country affects FDI decisions. Naudé and Krugell (2007) confirm this and emphasize that the regulatory burden and the rule of law are robust determinants of FDI. Finally, UNCTAD (2008b) confirms that the creations of participatory, transparent, and accountable governance systems that promote and enforce the rule of law are critical. Naudé and Krugell (2007) argue that, in addition to the quality of the legal system, political stability plays a significant role in attracting FDI. According to Ramcharran (1999) , political instability in terms of civil wars, illegal capital flight, financial market instability and political corruption have significant effects on FDI. Akhter (1993) mentions that political instability can negatively impact business activities and is, therefore, an important factor for FDI. Nigh (1985) analyzes the effect of political events on FDI decisions in the United States manufacturing industry, and indicates that political events influence the decision process of investors. The extent to which the political environment affects FDI depends on the country's development. Nigh (1986) concludes that both intra-and inter-nation conflicts have an impact on FDI inflows concerning Latin American countries. Schneider and Frey (1985) show that political instability significantly reduces the inflow of FDI. Root and Ahmed (1979) identify political instability as one of the main obstacles for developing countries to realize any substantial increases in FDI.
Literature on the Importance of the Business Environment
The business environment in a particular country is another key driving force for FDI inflows. Janicki and Wunnava (2004) argue that labor costs are a key determinant for FDI inflows in Central and Eastern European countries. Barrell and Pain (1996) also find that labor costs are an important factor for investment decisions. Rodriguez and Pallas (2008) stress that the difference between the productivity of labor and its cost play a key role in explaining FDI. They find that investors are not solely motivated by the evolution of labor costs. Furthermore, they argue that human capital, a fundamental element of increased per-worker labor productivity, is likewise a significant determinant of FDI inflows. The importance of human capital is also cited by Miyamoto (2003) , Noorbakhsh et al. (2001) , and Saggi (2002) . Hartman (1984) discusses that the possible impacts of host country tax policy on FDI are complex, but he comes to the conclusion that FDI decisions are strongly affected by changes in the tax policy. Cassou (1997) confirms that tax policies have an impact on FDI flows between the United States and other countries. Wei (2000a) likewise concludes that a rise in tax rate on multinational firms reduces inward FDI. Baniak et al. (2005) find that the time requirements and the complexity of bureaucratic procedures influence the expected utility from profit, thereby affecting the results of FDI decisions. Bénassy-Quéré et al. (2007) confirm that bureaucracy is an important determinant for FDI inflow. In addition, Bénassy-Quéré et al. (2007) find that corruption tends to reduce FDI inflows. Wei (2000a and 2000b) confirms this. He stresses that corruption affects both the volume and the composition of capital inflows and thus significantly reduces inward FDI flows.
Literature on the Importance of Infrastructure
The infrastructure of a particular country is also an important factor for FDI investors. Loree and Guisinger (1995) find that a developed communication and transportation infrastructure has a positive influence on inward FDI flows. Wheeler and Mody (1992) conclude that, for developing countries, infrastructure is one of the dominating determinants for FDI decisions. Root and Ahmed (1979) confirm this and add that investors are attracted to developing countries whose governments are directly participating in infrastructure programs. Al Nasser (2007) supports these findings for FDI decisions in Latin America. Addison and Heshmati (2003) stress that the infrastructure of information and communication technology (ICT) has a strong impact on inward FDI. They suggest that there should be more assistance for poorer countries to help them adopt ICT.
Summary of the Literature Review
Research as outlined above emphasizes the difficulty of identifying the appropriate parameters for our composite measure. There is neither consensus about the most important parameters for FDI activity nor any ranking. While some parameters are more comprehensively discussed, and certainly of very high relevance, it remains unclear how these interact. For example, it is debatable whether the FDI activity in a country with a high-quality legal system is more affected by the cost of labor or by its infrastructure. For the index calculation, it would be ideal to include all the presented parameters. However, some of the cited papers focus on particular economies or regions, depending on the data available, and their datasets are neither available nor comparable to the datasets that exist for the large number of countries we aim to cover. Hence, we try to find the best possible proxies for the aforementioned drivers of FDI. From the foregoing review of prior research, we identified four main criteria that ultimately determine inward FDI activity: Economic Activity, Legal and Political Environment, Business Environment, and Infrastructure. We regard these criteria as "key drivers" or "level one indices," and base the index structure upon them. Since none of the key drivers is directly measurable, we search for data series that adequately express their character. For example, we seek appropriate data to proxy Infrastructure. Altogether, we find 20 individual data series to describe the four key drivers. We define subconstructs and group data series when they share a common character (e.g., "4.1 Transportation" in Table 1 ). We refer to these sub-constructs as second level indices and, in a first step, aggregate the data on the third level to concentrate information. The next step is to aggregate the second level indices to the four key drivers and then to the overall index. An important issue is the determination of the weights of the individual data series and constructs for their aggregation. We describe the structure of our constructs, and methodologies for determining the aggregation and weighting of the index in the following section.
Data and Methodology to Construct Our FDI Index
Composite indicators are used to summarize a number of underlying individual indicators or variables. They are quantitative or qualitative measures derived from a series of observed facts that can reveal or proxy characteristics. A good description is given by Nardo et al. (2005a) . Our goal is to gather data for a large number of countries from all regions of the world to assess the above defined key driving forces for FDI.
Data Series
The selection of our data series does not finally depend on the question of what is necessary and most adequate to assess FDI attractiveness; the constraint is data availability to maximize our country sample. We finally detect 20 different data series that we regard as adequate proxies for the discussed key drivers. These data series, additional denominators, the units and sources, and the index structure are presented in Table 1 . Table 1 reveals that we use several databases with annual data ranging from 2000 to 2008 and usually refer to the last data record. To smooth fluctuation, some of the data points are averaged over a period of three years. To ensure comparability we deflate some data series either by GDP or by population. Not all data series are raw data, but represent ready-made indices, such as the "Worldwide Governance Indicators" 4 from World Bank. The index structure is based on three levels. The first is the level of the four key driving forces. The second level consists of data series, or sub-indices, which are themselves aggregated from the level three data series. The main advantage of the index structure is that it allows tracing back key driver values to increasing levels of detail. This is important for the subsequent analyses of strengths and weaknesses of particular countries or regions. Additionally, due to this kind of pyramidal structure, data series on a lower index level do not gain too much weight in the aggregation process. 
Country Sample
The choice of whether a country is included in our index is driven by the availability of the data series. The objective was to find an adequate data set and a large number of countries in all regions of the world as well as in different development stages. Table 2 presents the countries covered, grouped into geographic regions. The country list consists of 127 countries grouped into 8 regions.
Table 2
Countries covered, assigned to different regions Table 2 presents the countries we include in our analyses and the region they are assigned to. Thereby, we follow the regional clustering of the IMF. The selection of the countries depends purely on the availability of the dataset.
Index Calculation
On the basis of the data and country sample introduced in the previous sections, the index calculation can now be conducted. Nardo et al. (2005a) give a good overview about how to construct a composite indicator. The index calculation methodology used in this paper follows the approach of Nardo et al. (2005a) and can be divided into the four steps illustrated in Figure 1 . This paper, therefore, focuses on the most common methods to calculate a composite index; for a more detailed discussion of the index construction process and detailed descriptions of the possible methods that can be used to calculate a composite index, see Nardo et al. (2005a) .
Figure 1
Index calculation methodology
• Rescaling
• Equal weighting
• Factor analysis
• Linear
• Geometric
The following sections briefly describe the techniques used to analyze the index consistency, to normalize and standardize the data, to determine the weightings of the indicators, and finally to aggregate them to obtain the index results. The results are sensitive to the techniques used for the calculation. Therefore, we use different combinations of the proposed methods to calculate four different index versions. The explanatory power of the results of these index versions will be compared in a subsequent section to detect which combination yields the best result and therefore the most adequate measure to determine a host country's attraction for FDI. 
Analysis of Index Consistency
With the consistency analyses we demonstrate that the raw data and the ready-made indices are consistent for their aggregation. However, they are recommended prior to factor analyses to determine whether the results of the factor analyses are plausible. Literature, such as Raykov (1998), Cortina (1993) , Feldt et al. (1987) , Green et al. (1977) , Hattie (1985) , and Miller (1995) , amply covers the use of Cronbach's Alpha and other measures such as the Kaiser-Meyer-Olkin Measure of Sampling Adequacy (MSA), and Bartlett's Test of Sphericity.
Cronbach's Alpha 5 is applicable for an estimate of the internal consistency of items in a model or survey. It assesses the degree of the correlations among a set of variables and is used within this paper to evaluate how well a set of sub-indices measures a single unidimensional object.
Cronbach's Alpha is defined as:
( 1) where n = number of the components of a (sub-) index R = mean correlation of the items Cronbach's Alpha is zero if no correlation exists and the sub-indices are independent. If the underlying items are perfectly correlated, it is equal to one. Therefore, a high Cronbach's Alpha is an indication that the underlying items proxy the desired variable well. According to Nunnally (1978) , a value of 0.7 is an acceptable threshold.
The other two measures are related to factor analyses. The Kaiser-Meyer-Olkin measure of sampling adequacy (MSA) is based on the partial correlations among the input variables, and should be >=0.5 to proceed with factor analysis as described by Kaiser and Rice (1974) . Bartlett's Test of Sphericity reveals whether the correlation matrix is not an identity matrix and, therefore, can be factorized. Its test value should be below the 0.05 significance level. The Cronbach's Alphas for the data used to assemble the key drivers Economic Activity and Business Environment are below Nunally's cut-off value of 0.7. More detailed analyses reveal that, for Economic Activity, we should discard the GDP growth rate from the selection to increase the Cronbach Alpha. This is caused by the lack of correlation of GDP growth with the other criteria. For the Business Environment, our indicator for taxation correlates poorly with the others, and thus should be discarded to improve the results in a statistical sense. However, we follow the economic rationale based on previous literature on this topic, which regards these two criteria as important for a country's attraction of FDI, and therefore we keep them.
5 Cf. Cronbach (1951) . 6 Cf. Cureton and D'Agostino (1993) .
Normalization and Standardization
In order to realize index aggregation, all data points need to be normalized. An overview of various methods and a discussion about the particular advantages and disadvantages can be found in Freudenberg (2003) , Jacobs et al. (2004) , and Nardo et al. (2005a) . Ebert and Welsch (2004) argue that z-scores and the rescaling approach are the most commonly used methods because of their desirable characteristics regarding to aggregation. Therefore, this paper uses these methods for normalization and standardization.
Z-scores convert the underlying data to a common normally distributed scale, with a mean of zero and a standard derivation of one. This leads to the result that variables with extreme values have a great effect on the index. Z-scores are defined as: (2) The rescaling method is used to normalize index items to an identical range by linear transformation. When the rescaling method is used in this paper, all variables of the particular sub-indices are converted to a scale from 1-100 points, where 100 represents the best score and 1 represents the worst. It is defined as: (3) Rescaling is vulnerable to extreme values or outliers that can distort the transformation. However, it can widen the range of indicators lying within small intervals more than using the z-scores transformation. Considering our data, where the values of the variables are rather close to each other for some determinants, the rescaling method seems most appropriate because it widens the countries' spread and, thus, allows easier interpretations.
Weighting of the Index Items
In addition to the normalization and standardization of the data series, the weightings of the index items have to be determined before the aggregation can be conducted. We follow two schemes. We use equal weights for all data series and key drivers according to the structure presented in Table 1 , and we use weights determined by factor analyses on the level of the 4 key drivers. According to Nardo et al. (2005a) , most composite indices rely on equal weighting. This is the straightforward approach and we realize later that the equal weighting scheme does not differ to a great extent from the one resulting from factor analyses.
When using factor analysis, each component is assigned a weight according to its contribution to the total variance in the data. This ensures that the resulting summary indicators account for a large part of the cross-country variance of the underlying items. Nicoletti et al. (2000) highlight that the properties of factor analyses are particularly desirable for cross-country comparisons. A more detailed discussion of factor analyses can be found in Hair et al. (1998) . Furthermore, Nardo et al. (2005b) discuss the advantages and disadvantages of factor analyses. They describe that the basic idea behind factor analysis is that it might be possible to describe a set of Q variables in terms of a smaller number of m factors. In a general form the factor analysis model is given by: (4) Thereby x i is a variable with zero mean and unit variance; a i1 , a i2 , …, a im are the factor loadings related to variable X i ; F 1 , F 2 , …, F m are m uncorrelated common factors with zero mean and unit variance; while e i are the Q specific factors supposed independently and identically distributed with zero mean. Nardo et al. (2005b) emphasize that, to deal with that model, the most commonly used method in the development of composite indicators is principal component analysis (PCA). It extracts the first m principal components and considers them as factors and neglects the remaining.
Cronbach's Alpha over our four key drivers is 0.874 and, thus, underlines the quality of data selection for all the countries. The MSA value is 0.837, and Bartlett's Test is significant at 0.000. Table 5 illustrates the results after applying the PCA. One single component is extracted that represents 82% of the total variance of the underlying data. Table 5 depicts the results of the factor analysis which merits discussion. The high Cronbach Alpha and MSA value, and extracting the one factor that explains such a large part of the data variance, mean that the key drivers are adequate joint proxies for a single latent factor. They are unidimensional, and express one characteristic. The economic interpretation of this result is that our choice of key drivers is appropriate for our purpose to assess FDI attractiveness for countries. This attractiveness is excellently measured by using the four criteria (Economic Activity, Legal and Political System, Business Environment, and a country's Infrastructure) as proxies.
The last step deals with the calculation of the weights for the four key drivers. The square of a factor loading represents the proportion of the variance of the indicator explained by the factors. The component weight of a sub-index is received by dividing the square of a component loading with the variance explained by the model. Table 6 presents the component loadings and the resulting weights for the individual key drivers.
Table 6
Resulting weights for the four key drivers Table 6 illustrates that Legal and Political System and Infrastructure receive the highest weight, while Business Environment receives the lowest. This means, "if we let the data speak," that the legal and political environment in a particular country is the strongest determinant of FDI activity. However, there is only a small difference with respect to an equal weighting scheme. Therefore, the factor analysis does not change the results of the index to a major extent.
Aggregation
According to Nardo et al. (2005a and 2005b) , aggregation methods can be distinguished in additive methods, geometric aggregation, and non-compensatory multi-criteria analysis. We use the linear and geometric aggregation method because they are the most adequate for our purpose. Nardo et al. (2005a) argue that linear aggregation assigns base indicators proportionally to the weights. Ebert and Welsch (2004) stress that linear aggregation is useful when all sub-indicators have the same measurement unit.
Linear aggregation is defined as:
According to Nardo et al. (2005a) , geometric aggregation rewards those countries or those subindicators with higher scores. Ebert and Welsch (2004) argue that geometric aggregation is better suited if non-comparable and strictly positive sub-indicators are expressed in different ratio scales.
Geometric aggregation is defined as:
Analogue to the two different weighting schemes we propose, we have no preference with respect to the aggregation method and will both methods when calculating the index.
Explanatory Power of the Results
After the introduction of all techniques used to check the consistency of the index, to standardize and normalize the data series, to calculate the weightings, and finally to aggregate the sub-indices in order to receive the overall index results, this section compares the explanatory power of all the combinations we presented in Table 3 to calculate different index versions. We refer to the best method then as "Our FDI Index." We test the explanatory power of our different index versions by comparing them with the actual FDI activity in the particular countries. The FDI inward flows are published in the Balance of Payments. Intuitively, the FDI inward flows should represent an adequate indicator of a country's attractiveness to foreign investors. Hence, there should be a strong correlation between the index scores and the actual FDI inward flows in the particular countries. To ensure comparability of the various countries, we deflate FDI by economic size. Furthermore, to take into account the high fluctuation of the FDI inward flows, we use an average over three years to smooth the fluctuations. Further, we drop outliers with very high, very low, and strongly fluctuating (e.g., from negative to positive) FDI from the sample. The criteria to drop a country from the sample is when the ratio of the standard deviation of FDI and the three-year average of FDI/GDP is larger than 0.5. We calculate the Pearson Correlation of the three-year average of FDI/GDP and the scores of the proposed four different index versions and present the results in Table 7 . Table 7 Tracking power of the different index versions a) According to the correlation analyses, the most adequate method for measuring the attractiveness of a country for FDI investors is method 1 (ρ = 0.543).
b) The additional effort to perform a factor analysis leads to slightly worse results. c) Geometric aggregation performs better than linear aggregation.
Considering these findings, we subsequently present the result of calculation method 1, using z-scores to standardize the data series, equal weightings, and the linear aggregation technique.
Results
We calculate Our FDI Index according to the approach discussed previously, and present a ranking for 127 countries in Figures 2 and 3 . Figure 2 includes the first half of the countries and Figure 3 the second. We determine the GDP-weighted average index score for the world (as represented by all of our sample countries), and chose this as a benchmark rescaled to 100 to simplify country and regional comparisons. Lack of space prevents us from commenting on all the individual countries. 7 Therefore, we briefly focus on the leading and trailing countries before we discuss general differences between emerging and developed regions. (2008b) confirms that the United Arab Emirates achieves very high surpluses mainly due to its oil and gas production. With these surpluses the United Arab Emirates has generated vast sovereign wealth funds, valued at over $600 billion. In addition, Economist Intelligence Unit (2008b) reports that free zones, which offer highly attractive taxation, play a central role in the development of non-oil economy in the United Arab Emirates.
b) Worst performing countries -Venezuela, East Timor, Burundi, Zimbabwe, and Chad are the worst performing countries in our index. Those countries show strong deficits in almost all criteria that affect the investment decisions of foreign investors. Scoring fewer than 3 index points for the existing legal and political system, they are much less attractive than the world average benchmark. The Economist Intelligence Unit (2009) reports, for example, that due to political conflicts in 2002-2004, Venezuelan FDI inflows declined sharply. The Business Environment only looks slightly better, where Venezuela gains 10 index points. This is also confirmed by Economist Intelligence Unit (2009), which argues that the uncertain business climate in Venezuela leads to disinvestment by foreign investors. Even though Venezuela has very strong real GDP growth, overall economic activity receives only 34 index points due to very poor performance regarding the openness of its economy. The lack of economic openness in Venezuela is described, for instance, by UNCTAD (2008b) regarding the oil and gas industry. UNCTAD (2008b) stresses that countries like Venezuela adopted policy changes in 2007 to further restrict or even prohibit foreign investment in oil and gas. In addition, as discussed in UNCTAD (2006 and 2007) , other reasons for Venezuela's low performance are drastic changes in the tax regime and contractual relations with private firms, as well as the dominant position or exclusive presence of stateowned companies in the oil and gas industry. Finally, Venezuela receives only 38 index points for Infrastructure. In particular the quality of transportation and energy supply cannot compete with international standards.
Figure 2
Country ranking according to our FDI index -first half of the countries UNCTAD (2008b) finds that about three quarters of world inward FDI stocks are received by advanced economies and therefore the FDI inward flows still remain concentrated. Our FDI Index allows the tracing back of indicator values to increasing level of detail and, therefore, provides the possibility of conducting detailed strength and weakness analyses. These analyses contribute to resolving the question of why the emerging and developing economies lag behind the advanced economies in attracting FDI inflows. The provided information can be used by policy-makers to improve their country's attractiveness for foreign investors. We follow the IMF (2008) Figure 4 illustrates the strengths and weaknesses in the four key drivers of advanced economies in comparison with emerging and development economies. Figure 5 shows the comparison for all sub-indices. The graphs confirm what we know from the literature and from daily experience on the differences between emerging and developed markets. We subsequently comment on the results for each key driver of Our FDI Index. a) Economic Activity -The gap between advanced economies and emerging and developing economies regarding this key driver is not that great. With 97 index points, the emerging and developing economies only perform 3% worse than the world average benchmark. However, a deeper look at the level 2 and 3 sub-indices reveals large differences. The strengths of the advanced economies can be clearly identified. They outperform the emerging and developing economies due to their market size and their economic openness. The emerging and developing economies, on the other hand, receive high ratings for economic growth and economic stability. However, the latter is mainly caused by the enormous central government gross surpluses from the Middle Eastern countries.
Advanced Economies vs. Emerging and Developing Economies
b) Legal and Political System -Regarding the legal and political system, we identify a large gap between the two groups. The emerging and developing economies receive only 63 index points for this key driver. Especially due to the existing political instability and the rule of law, the emerging and developing economies are far less attractive for foreign investors than the advanced economies. Al Nasser (2007) confirms that Latin American and Asian countries can encourage FDI inflows by reducing political instability and by developing a more efficient legal framework.
c) Business Environment -With respect to taxation, the gap between the two country groups is not very large. However, corruption remains a big obstacle for emerging and developing countries to receive FDI. Al Nasser (2007) confirms that emerging countries can improve their attraction for foreign investors by reducing corruption.
d) Infrastructure -Emerging and developing economies lag far behind the advanced economies regarding infrastructure quality. This is confirmed by UNCTAD (2008b). 8 In particular UNCTAD (2008b) argues that developing countries' needs for investments in infrastructure exceed the amounts currently planned. In addition, they stress that such investment needs are even growing with increasing population, rapid economic growth, and urbanization. World Bank (2009) estimates that, in order to sustain broader economic growth and poverty reduction, developing countries should invest 7-9% of their GDP annually for both new investment and the maintenance of existing infrastructure. However, they are investing only 3-4% on average.
Critical Aspects of Our FDI Index -Benchmarking Against other Indices
Our approach to constructing a composite measure for the attractiveness of countries to receive FDI is not above criticism. For example, Nardo et al. (2005a) stress that subjective decisions have to be made in the construction process of composite indicators. This includes the selection of sub-indicators, the treatment of missing values, the choice of the aggregation model, the weights of the indicators, etc. These choices, together with the information provided by the data, shape the message communicated by the composite indicator. Additionally, if composite indicators are poorly constructed or misinterpreted, they can send misleading or weak policy messages. Furthermore, the selection of data series and the index structure remain arguable. Additional data series might be included, or some of them might be exchanged by different ones. Also, the quality of some data might be poor due to heterogeneous data gathering methods in the different economies. Finally, the number of data series is arguable as well. Fewer or more items might be more appropriate to predict a host country's FDI attractiveness.
To account for this criticism, we perform a benchmark analysis to provide evidence for the adequacy of our approach. We compare the tracking power of Our FDI Index with those of other indices developed for the assessment of general investment and business conditions or FDI activity in various countries.
We detect three alternative indices that cover a similar topic and a similar country sample that we consider in the analyses. The first is constructed to directly evaluate FDI investment behavior. The second measures the general competitiveness of economies. We use it to analyze whether it is necessary to focus on determinants for FDI, or if the investment behavior of foreign investors is better described by focusing on the general competitiveness of an economy. Finally, Our FDI Index is benchmarked against an even more focused index to determine whether a more severe view of the parameters of FDI inward flows can increase the explanatory power of the results. Therefore, we analyze whether an index focusing on trade similarly qualifies as describing the investment behavior of FDI investors. However, the benchmark indices and Our FDI Index do not include the same country sample. Therefore, we reduce the list of covered countries for all indices to a common level, to obtain a fair benchmarking result. Since the other indices include more countries, we discard several from their samples. The tracking power of the different indices is presented in Table 8 . Lawrence et al. (2008) . The benchmarking analysis reveals that Our FDI Index is the most adequate indicator for real FDI activity. The rationale for this outperformance is related to the (quality of the) individual data series we use, and the weighting that results from our index structure. Broader indices that measure country competitiveness should not be used to assess the investment behavior of foreign investors. This finding underlines the fact that it is inevitable to focus on those factors, identified here, that affect the investment decisions of foreign investors to determine a host country's attraction for inward FDI. Further, as revealed by the inferior tracking power of the Global Enabling Trade Index, the exclusive view on particular determinants also leads to a less adequate measure for FDI inflows. Hence, it is worth the effort of gathering all the individual data series, and applying our aggregation method and weighting structure to calculate Our FDI Index.
Conclusion and Outlook
We present a composite index to measure a host country's attractiveness for Foreign Direct Investment. Therefore, we review the literature on FDI determinants and identify the factors that affect a host country's attraction for FDI. These factors can be divided into four categories which are referred to as key drivers: Economic Activity, the Legal and Political System, the Business Environment, and Infrastructure. We seek data series and ready-made indices to assess these determinants for as many countries as possible. The task is to find adequate measures that share common characteristics with the identified factors. As a result we propose an index structure, based on 20 different data series, which enables us to cover 127 countries.
For the index construction, we propose a pyramidal structure with three index levels. The main advantage of this structure is that it allows the tracing back of index values to an increasing level of detail. This is valuable for a detailed presentation of strengths and weaknesses of countries or regions. Our analyses are helpful for policy-makers not only to benchmark their country against others, but also to draw conclusions on how to improve their country's attraction for receiving FDI. Different methods for calculating Our FDI Index, namely for normalization, weighting, and aggregation, are introduced. Since the index results are sensitive to these techniques, we propose four alternative index versions. We measure the explanatory power of these alternatives by correlating the country scores with actual FDI inward flows. We identify the index version with the highest tracking power of 0.543 across our countries.
The results reveal that Singapore is the most attractive country for FD investors. Singapore receives the most index points for its legal and political system and for its business environment. In addition, it is ranked second for its economic activity and fifth for its infrastructure. Hong Kong is ranked second and receives the most index points for its highquality infrastructure worldwide. The countries at the bottom of our ranking are Venezuela, East Timor, Burundi, Zimbabwe and Chad. They lag behind with respect to almost all criteria that affect the investment decisions of foreign investors. Lack of space prevents us from commenting on particular countries, but we can provide detailed analyses as presented in Figures 4 and 5 on request.
Our FDI Index provides further explanation as to why FDI inward flows still remain concentrated and why advanced economies still count for three quarters of world inward FDI. A strength and weakness analysis reveals the existing differences between advanced economies and emerging/developing economies. Mainly due to poor performance regarding two key drivers, Legal and Political System and Infrastructure, the latter are less attractive for foreign investors. Further, the advanced economies receive high ratings for their market size and openness. Compared to this, emerging and developing economies receive good scores for Economic Growth. Based on the identified differences, and especially on the basis of the identified obstacles for FDI in emerging and developing economies, policy-makers can evaluate how to improve their country performance with respect to attracting FD investors.
To gain further information about the quality of the results, we benchmark Our FDI Index with three others focusing directly on FDI attraction, on general country competitiveness, and exclusively on particular FDI determinants. The analyses reveal that Our FDI Index yields the most adequate measure for a host country's attraction to receive FDI.
The availability of the necessary data series limits the country sample of Our FDI Index. The full data set with the required quality is not available for many emerging countries, in particular those from the African continent. The task of future research is to seek new data series that cover more countries and calculate the index according to the proposed method. This could yield even better results and would increase the comparability of regions, country groups, and continents. Further, the cross-sectional approach should be confirmed by panel analyses. We hope that the index structure and its good tracking power will be maintained over time and over a larger sample. Another aspect of further research is to attempt to increase the index tracking power with optimized weighting schemes.
